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National Association of Cost Accountants 


EDITORIAL DEPARTMENT NOTE 


The problem of inventory is an ever present one, if proper and 
adequate control of inventories is to be secured and constantly main- 
tained. There are, however, some phases of the inventory problem which 
require attention only periodically. These recur chiefly in connection 
with the periodic determination of profits and the statement of financial 
condition. The determination of quantity is one of these problems; the 
correct basis for valuation is another. The present publication treats 
still another of these problems, viz., that relating to the accounting 
technique, from the standpoint of the general books, involved in handling 
inventories, particularly for the purpose of the consolidated balance 


As comptroller of the Fisher Body Corporation, the author, Mr. 
Arphaxad Foy, has had to deal with all the phases of the problems he 
discusses. His earlier experience in public accounting has also given 
him a broad view of them. For ten years he served as a senior on the 
staff of Macpherson, Bonthron and Company. Going with Price, 
Waterhouse and Company in 1915, he remained with them until 1921. 
He is a Certified Public Accountant of the State of Michigan, a charter 
member of the American Institute of Accountants, a member of the 
American Society of Certified Public Accountants, and a member of 
the National Association of Cost Accountants. 

This paper was presented before a meeting of the Detroit Chapter 
of the N. A. C. A., November 19, 1925. 


INVENTORY ACCOUNTS AND THE GENERAL ACCOUNTANT 


I have been asked to prepare a paper on the subject of the 
inventory and have decided to treat that phase of the subject 
dealing with the inventory accounts from the standpoint of the 
general accountant. You have in your previous meetings heard dis- 
cussions enumerating the duties and responsibilities of the cost 
accountant in this connection. In this paper I shall endeavor 
to outline briefly the several duties and responsibilities of the gen- 
eral accountant with particular reference to the proper recording, 
classifying and accounting for inventories of raw materials, work 
in process and supplies, and of overhead expenses when such 
charges are carried as undistributed inventory items in the general 
books. I shall also indicate the manner in which the aggregate 
value of these various items may be stated on the balance sheet 
of the corporation. 

Please bear in mind, however, that my entire treatment of 
the subject is based on inventories peculiar to the manufacturing 
industry, and that we are viewing these inventory accounts from 
the standpoint of the general ledger, and that therefore the matter 
is one for which the general accountant is responsible. 

The preparation of a comprehensive card of accounts is es- 
sential to the proper classification of the amount of material pur- 
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chases. From such accounts proper entries may be formulated 
so that the identity of the major commodities may not be lost, 
even after transfer through the Work in Process accounts to the 
Cost of Sales accounts, these latter accounts forming a part of 
the debit items in the General Profit and Loss account of the cor- 
poration. A classification of the accounts comprising the inven- 
tories may be set up somewhat as follows: 


Under the caption of “Materials and Supplies” :— 
(1). An account for each major commodity, used by the cor. 
pees in the manufacture of its product 
(2). M aneous Raw Material 
(3). General Supply Stores 
(4). Fuel. 


Under the caption of “Work in Process” :— 
(1). Work in Process—Direct Material 
(2). Work in Process—Direct Labor 
(3). Work in Process—Overhead. 


Under the caption of “Overhead Expenses” :— 

(1). Expense Distribution Control, a detailed classification 
of the accounts comprising this group being main- 
tained in a subsidiary ledger, subdivided to conform 
to the particular accounting requirements of the cor- 
poration, the major divisions, however, being: 

(a) Manufacturing E 
(b) Administrative and Commercial Expenses. 


I shall omit any discussion of the detailed clerical procedure 
of the general accounting department incident to the reco: 
of vendor’s invoices, the application of the proper distribution 
the amounts to the respective material and expense classifications, 
the postings to the several accounts in the general ledger, the 
transfer from Stores to Work in Process accounts and from there 
to the Cost of Sales accounts, etc., other than to state that the 
general accountant is responsible for the preparation of proper 
accounting routines in connection with these matters. 

In nearly every corporation, however, the general accountant 
is confronted with a number of out-of-the-ordinary transactions, 
and it is of these particularly that I wish to treat. 

The matter of accounting for the approximate value of mate- 
rials forwarded to consignees for fabrication, processing or repair- 
ing, is, in my opinion, viewed too lightly by many accoun 
The materal is usually billed “On Memo” only, with a notation on 
the invoice or debit memo to the effect that the material is “to 
be dyed,” “to be machined,” “to be cut” or “to be repaired,” and 
usually no value is placed on the article consigned. To my mind, the 
material should be billed to the consignee “On Consignment” at its 
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te cost value, the corresponding credit being made to an 
appropriate account headed, for instance, “Consignment Stores 
Pelief.” This account will be debited, upon the return of the mate- 
rial, at the same unit value as originally billed, regardless of whether 
the consignee billed the article back at its stated “consignment” 
value, or merely rendered an invoice for the value of the work 
performed on it. Thus, at the end of any month, the aggregate 
amount appearing to the debit of the various consignment accounts 
should be in agreement with the balance to the credit of the “Con- 
signment Stores Relief’ account, one offsetting the other. The 
two would, of course, be eliminated in preparing the balance sheet 
of the corporation. Thus, the actual cost value of the material 
remains undisturbed in the Stores accounts. 

By adopting the above procedure it is comparatively simple 
at inventory time to obtain a complete and accurate list of all 
materials on consignment. These, upon proper verification by com- 
munication with the consignees, obviously should be included in the 
inventory totals. 

Preliminary to a final comparison of the book inventory ac- 
counts with the physical inventory totals, a number of adjust- 
ments affecting not only the book accounts but the actual inven- 
tory figures as well, come within the scope of the general account- 
ants’ duties. 

A “cut-off” of all shipments to customers should be made, 
at the close of business on the evening immediately preceding the 
actual inventory count, by having a representative obtain all blank 
copies of the next succeeding shipper. In the event that any bill- 
ings to customers are deferred because of a lack of a unit selling 
price, or for any other reason, a list of the actual material shipped 
but not billed should be prepared, so that it may be valued and 
the amount included in the physical inventory. 

On the other hand, should the receiving record tallies indi- 
cate that material was received and included in the inventory but, 
at the date of closing the accounts, invoices from the vendors had 
not been received, a list should be prepared and the items priced 
at the cost value reflected by the specific purchase orders issued 
tothe vendors. Here an entry will be made charging the respective 
Stores accounts and a corresponding liability will be set up under 
the caption of Accounts Payable. 

All vendor’s invoices rendered prior to the closing date, cov- 
ering material not received in the plants at that date, should be 
listed and the aggregate amount entered on the books as Materials 
in Transit and a corresponding liability set up under the Accounts 
Payable caption. 

The amount of Materials in Transit should be submitted to 
the supervisor of the inventory for inclusion in the inventory totals. 
As I view the matter, it is important that the Summary of In- 
ventory when finally obtaned and typed should reflect the aggre- 
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gate value of all accounts carried under the caption of Inventories 
on the general ledger after all adjustments have been made. 

This method of treating material in transit is important from 
the standpoint of the general accountant, as in many instances, 
the amount involved is considerable, and, if not taken up in the 
accounts, would materially affect the ratio of current assets to 
current liabilities on the final balance sheet. 

Another feature in the control of stores accounts is the method 
used in accounting for the sale of production materials, and the 
relation of the sales to the respective material classifications. The 
proceeds from sales of this nature should not be credited directly 
to the particular stores accounts affected. Such a treatment allows 
the difference, if any, between the sales value and the cost value 
of the material, to remain as an addition to, or reduction of, the 
respective Stores accounts until they are finally adjusted through 
the physical inventory. The better accounting method in this 
connection is to provide an account on the general ledger headed 
somewhat as follows: Sales and Cost of Sales of Production Mate- 
rials. To the credit of this account, the proceeds of material sales 
should be posted. These sales should then be costed by the Cost 
Department and an entry prepared debiting the above account, the 
corresponding credit being made to the particular stores accounts 
affected. The resulting profit or loss will then be closed monthly 
to Loss and Gain account. 

In this way the Stores accounts have been relieved at cost 
only. The accounts are in this way more accurately stated and 
a proper basis for the calculation of waste percentages and other 
statistical data is provided. 

Where a corporation is both an operating and a holding com- 
pany, owning the entire outstanding common stock of a number 
of subsidiaries, and in addition maintains a number of divisions 
not only of the parent corporation but of several of its subsidiaries, 
the question of providing for the amount of inter-division and 
inter-company profits applicable to, and included in, the inventories 
of the respective companies and divisions is one in which the gen- 
eral accountant is vitally concerned. 

We will deal first with the problem of inter-division trans- 
actions. The accountant should see that the amount of al! ship- 
ments of complete or partially processed product to divisions is 
excluded from the regular revenue or sales accounts, and set up 
under an appropriate caption, such as, Shipments to Divisions. 
The aggregate of the shipments should be “costed” in the regular 
manner, and an entry prepared monthly debiting the “Shipments 
to Divisions” account with the value of the entire shipments for 
the month, as shown by the following pro-forma entry: 
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Shipments to Divisions $10,000.00 


To Work in Process—Material $5,000.00 
To Work in Process—Labor 2,000.00 
To Work in Process—Overhead 2,000.00 
To Reserve for Inter-Division Profits 

in Inventories 1,000.00 


Rhog explanation of the entry might be phrased somewhat as 
follows : 
To record relief from work in process of the 
cost of Shipments to Divisions for the month of 
November, 1925, and to provide a Reserve for 
Inter-Division Profits in Inventories, represent- 
ing the difference between Cost and the Value 
at which the items were transferred. 


It will be noted, from the foregoing entry, that the amount 
of profit applicable to the total shipments to divisions for the 
month was ten percent. 

As a means of determining the amount of profit realized on 
the ultimate disposition of the product through sales to customers 
by the Division it is necessary that the accountant be furnished 
with a report by the Division, which will summarize the aggregate 
amount of the inventories of the Division as between intercompany 
and interdivision product and material from other vendors. This 
report may be submitted in somewhat the following form, the 
heading being: 


Summary of Inventories, as per Books, Segregated as to Inter- 
company and Interdivision Product, and Material from 
Other Vendors as at November 30, 1925. 


One of the side captions will be, 


INTER-COMPANY AND INTER-DIVISION 
PRODUCT (AT BILLING VALUE TO Zs): $ 


under which caption should be listed the 
names of the respective companies and 
divisions whose product is included in 
the inventory, together with the amount 
of each. ——— 3 


The other side caption will be, 


MATERIAL FROM OTHER VENDORS To- 
GETHER WITH LABOR, OVERHEAD, 
ETC., ON INTER-COMPANY AND —_—— 
INTER-DIVISION MATERIAL 


The total of the two captions will repre- 
sent the value of the inventories as re- 
flected by the Balance Sheet of the Divi- 
sion. 
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In order that the entry setting up the amount of realized 
profit on the product sold by the Division may be more clearly 
understood, let us assume that the amount of the product reported 
by the Division as remaining in its inventory at the end of the 
month is $4,000.00. Using this report as a basis the accountant 
will prepare an entry somewhat as follows: 


Reserve for Inter-Division Profits in 
Inventories 
To Profit and Loss, Realized Profit 
on Shipments to Divisions $600.00 


the explanation being, 

To credit Profit and 
Loss for the month of 
November, 1925, with the 
amount of realized profit 
on the proportion of ship- 
ments heretofore made to 
the Divisions and included 
in their sales to customers 
during the month of Nov- 
ember, 1925; this amount 
— arrived at as fol- 

ws: 


Amount to credit of 

“Reserve for Inter- 

Division profits in In- 

ventories” at Novem- 

ber 1, 1925, plus sub- 

sequent credits dur- 

ing the month, $1,000.00 
Less: 
Amount of profit @ 
10% on the amount 
of this corporation’s 
material, aggregating 
$4,000.00, remaining 
in the Division’s in- 
ventory at November 
30, 1925, as reported 
by them 400.00 


Difference $ 600.00 


It should be noted that upon a consolidation of the accounts 
of the Division with those of the main office the amount of this 
Reserve, viz., $400.00, when deducted from the aggregate inven- 
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tories, has the effect of reducing the value of the product to its 
original cost to the parent corporation. 

Accounting for the amount of intercompany profits in in- 
yentories is a function under the control of the accountant of the 
parent or holding corporation, all entries in this connection being 
originated by and entered upon the books of account of that com- 


pany. 

From the “Summary of Inventories” heretofore referred to 
as submitted by each subsidiary and division, together with a 
similar report prepared by the parent corporation, the accountant 
is supplied with sufficient data so that a calculation may be made 
of the amount of profit attaching to all intercompany product 
resting in the inventories of the respective companies. Using 
the intercompany inventory balances as a basis, and applying 
thereto the percentage of manufacturing profit realized on sales 
by the particular company or subsidiary that originally produced 
the product, the accountant can arrive at an aggregate amount to 
be provided as a reduction of total inventories with respect to 
intercompany profit included therein. 

As the amount of this provision is applicable to inventories 
on a consolidated basis, a separate entry is necessary in order 
that the amount may not be included in any profit or loss or other 
statements that may be prepared by the parent corporation before 
consolidating its accounts with those of the subsidiary companies. 

For the purpose of illustration, let us assume that, upon con- 
solidation of the accounts of the parent company and those of its 
subsidiaries, an yee ed profit of $50,000.00 was included in 
inventories, this having determined by the method outlined 
in the foregoing paragraphs. The necessary adjustment of the 
consolidated accounts will be accomplished by the following book 
entry which will, of course, be used only for the purvose of con- 
solidation : 

Profit and Loss, Inter- 
Company Profits in In- 
ventories, Consolidated 
Basis 


Reserve for Inter- 
Company Profits 
in Inventories, 
Consolidated Ba- 

sis $50,000.00 

The explanation of the above entry might read: 

To set up a provision 
for the amount of inter- 


ing in the consolidated in- 


$50,000.00 


ventories as at .... this 
entry to be used only upon 
consolidation. 
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It will be readily seen that the charge to Profit and Loss will 
reduce only the consolidated net income. The amount of the Re. 
serve account will, of course, be deducted from the consolidated 
inventories and the resulting amount shown “net” upon the Con- 
solidated Balance Sheet. 

The adequacy of this reserve should be verified monthly, and 
an adjustment made when a sufficient variance appears. 

The book inventory accounts, after having been adjusted to 
conform with the aggregate of the physical inventories, should 
be stated under the caption of Current Assets on the Consolidated 
Balance Sheet somewhat in the following manner: 


Inventories of Raw Materials, Work in 
Process and Supplies, at Cost or Market which- 
ever lower, less provision for intercompany 
profits included therein. 


In addition to the out-of-the-ordinary transactions enumer- 
ated above, the general accountant is charged with the respon- 
sibility of preparing monthly, a number of statements of a statis- 
tical nature, such as: 


1. A omy statement of inventory accounts by classi- 

cations, 

2. A showing the percentage of material purchases 

es, 

8. An abstract of the work in process accounts showing the 
three elements included therein, viz., material, labor and 
overhead and the percentages of overhead to labor; 

4. And other statements of kindred nature useful to the ex- 
ecutives of the company. 


| 
| 
| 
416 


3 will 
2 Re- 
dated 
Con- 
and 
ed to 
hould 
dated 
umer- 
spon- 
tatis- 
lassi- 
-hases 
the 
r and 
1e ex- 


